This paper analyses changes in the legal protection of shareholder and creditor rights in 24 transition economies from 1990 to 1998. It documents differences in the initial conditions and a tendency towards convergence of formal legal rules as the result of extensive legal reforms. Convergence seems to be primarily the result of foreign technical assistance programmes as well as of harmonisation requirements for countries wishing to join the European Union. The external supply of legal rules notwithstanding, the pattern of legal reforms suggests that law reform has been primarily retroactive rather than proactive. In comparison, the pre-socialist heritage of transition economies has little explanatory power for the observed patterns of legal change. A partial exception are countries with German legal heritage, which favour creditor over shareholder protection and display substantially better creditor protection than other transition economies. The paper discusses the implications of the response pattern of legal change with externally supplied legal solutions for the prospects of effective law enforcement and compliance with the law in transition economies.
INTRODUCTION
The reform of the enterprise sector in the former socialist countries has been at the core of the economic reform programmes which were launched ten years ago, beginning in Poland and followed by other governments throughout the region. A key element of the enterprise reform package was privatisation. Depending on the country and the specific area of the law in question, this reform measure was preceded, accompanied, or followed by legal reforms. Legal reforms in the region have been comprehensive and affected not only areas immediately relevant for the enterprise sector, but also the entire legal system ranging from constitutional, administrative, criminal and civil law to the organisation and procedural rules of the court system (Gray, 1993; Pistor, 1995a; Sachs and Pistor, 1997) .
This paper focuses on laws that are immediately relevant for the restructuring and financing of enterprises, in particular the rights of shareholders as stipulated in company laws, securities regulations, and the right of creditors as holders of collateral and in bankruptcy. The purpose of this analysis is to investigate the patterns of legal change in these areas of the law and to identify key determinants of legal change. To this end, a database was constructed, which codes the development of shareholder and creditor rights from 1990 through 1998 for 24 transition economies (excluding only Serbia, Tajikistan and Turkmenistan). An analysis of the interaction between legal and economic change is addressed in a separate paper.
CONVERGENCE AND DIVERGENCE IN LEGAL DEVELOPMENT
Two competing hypotheses address the dynamics of institutional change. First, competition between systems and institutions will over time self-select the most effective institutions, and different systems will converge on these (Easterbrook and Fischel, 1991) .
2 Second, institutions develop along pathdependent trajectories. Institutional change is incremental and shaped by pre-existing conditions. Thus, systems will continue to diverge rather than converge (North, 1990; Roe, 1996) . In light of the increasing integration of markets, some authors suggest that while specific institutions may remain different, the globalisation of the economy will lead to functional convergence through substitution effects (Coffee, 1999a) .
There is a lively debate in the corporate governance literature about these alternative patterns of institutional development and in particular about the role of law for convergence or divergence of corporate governance systems. Proponents of the divergence, or path dependence, hypothesis argue that even if the corporate law was harmonised across countries, other legal rules and institutional constraints (tax laws, codetermination legislation, etc.) would stand in the way of convergence (Bebchuk and Roe, 1999; Roe, 1996) . The opposite view holds that convergence is likely to take place, once the main regulatory obstacles are removed (Easterbrook and Fischel, 1991; Ramseyer, 1998) . The economic forces towards success, they suggest, are the same all over the world. Both views regard legal institutions as important for promoting or hindering convergence, but differ in their assessment of the propensity of a particular body of the law, such as corporate law, to achieve this goal.
This paper focuses on the development of legal change in transition economies and documents changes in the law on the books. There are several reasons for mapping out the details of change in the law on the books. First, some authors have argued that even though law may be trivial in developed market economies (Black, 1990) , it is likely to play a much greater role in transition economies where it not only redefines the allocation of rights and responsibilities of various stakeholders, but also serves an educational function (Black and Kraakman, 1996; Hay, Shleifer and Vishny, 1996) . Second, new research results stress the importance of legal rules as determinants for corporate finance and corporate governance (La Porta et al., 1997; La Porta et al., 1998; Levine, 1998) . In a survey of corporate governance around the world, argue that the structure of firms and the level of stock market development is determined by the quality of shareholder protection. In countries with strong shareholder protection, investors can afford to take minority positions rather than controlling stakes. As a result, firms tend to have dispersed shareholders as owners, and capital markets are rather liquid. By contrast, where shareholder rights are not well protected, investors will compensate this deficiency by taking controlling stakes. This leads to high levels of ownership concentration. Regression analyses using indicators for the quality of the law on the books in 49 countries around the world (excluding transition economies) on the one hand, and ownership concentration of the largest listed companies as well as key indicators for stock market development on the other, confirm that high quality law on the books is positively correlated with (relatively) dispersed ownership and liquid capital markets (La Porta et al., 1997; La Porta et al., 1998) . 3 Similarly, Levine shows that high-quality creditor protection law is important for bank performance as measured by the volume of credit to the private sector (Levine, 1998) .
Third, a detailed analysis of change in the law on the books will enhance our understanding of the interaction between legal and economic change. Law is frequently treated as exogenous to socioeconomic change, because many countries received their formal legal order from other countries by way of transplantation (La Porta et al., 1998) . In the most simplistic scenario of the convergence theory, identical legal rules should lead to largely similar outcomes. However, even when law is transplanted, the law does not necessarily precede the development of a country's enterprise or financial sector. Structural differences in the ownership concentration of firms, the existence or absence of stock markets, the quality of the banking sector, and the extent to which the state controls the real and/or the financial sector either directly as an owner, or indirectly through regulation and case-by-case interventions, may have created conditions that put countries on different development paths, which are not easily broken by changing the laws on the books (Bebchuk and Roe, 1999; Bebchuk, 1999; Pistor, 1999) .
The problem of pre-existing conditions is of particular relevance in transition economies. They inherited an enterprise sector from the socialist regime, which was in need of restructuring. Although the development of a new enterprise sector is important, the main challenge at least in the initial stages of economic transition was to devise a legal system that would help meet the financial needs of the existing enterprises and facilitate their restructuring. Privatisation strategies may have created another path dependence, as they determined the initial ownership structure of firms. Mass privatisation programmes tended to promote relatively more dispersed ownership structures and/or large fractions of insider ownership, whereas direct sales methods led to block holdings by strategic investors. 4 In addition, the legacy of the socialist system meant that most countries were saddled with banks that carried bad loan portfolios and lacked the capacity to assess and monitor the viability of investment projects they were financing (Brainard, 1991; EBRD, 1998) . Whether these initial conditions or the quality of laws can explain the outcomes we observe today, such as the extent of enterprise restructuring, the development of a viable financial sector, and good corporate governance, can be assessed only once we know the pattern of legal change.
Path dependence is relevant not only for economic development, but also for the development of the legal system. An important finding of La Porta (1998) is that countries which became part of the same legal family in the nineteenth century display remarkably similar features in the quality of investor protection even today. Transition economies were also not barren countries with respect to their legal development. Many of the central and east European countries still had their pre-war codes on the books. They were often riddled with socialist principles, but still contained key provisions on shareholder and creditor rights. Most of these countries can trace their formal legal systems back to either to the German or the French civil law family.
5 Following the logic of the path dependence hypothesis, one might expect that they will now borrow again from countries that belong to the same legal family, rather than looking for more effective rules elsewhere.
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In addition, the socialist system itself, including the early transition to a market economy, may have created new path dependencies. Many transition economies had started to introduce legal change prior to the collapse of the socialist system (Pistor, 1995a) . Hungary was the first country in the region to introduce a bankruptcy code (in 1986) and promulgated a law on business associations in 1988. The Soviet Union also engaged in extensive legal reforms during the period of perestroika, which has shaped the post-socialist legal system (Butler, 1988; Feldbrugge, 1993) . A law on enterprises was adopted in 1987 and decrees on joint-stock companies were issued at the Union level as well as in the RSFSR in 1990. Many of these laws had serious gaps. Moreover, as these laws were adopted when the socialist doctrine still shaped the basic understanding and design of law, they frequently introduced hybrid legal constructs, which created obstacles for market-based legal reforms in the post-socialist era. This is true in particular in the area of property rights. A good example is the concept of operative management, which allocates full control over assets to a company without transferring ownership. The separation between ownership and control leaves management unaccountable to the owner and fails to allocate liabilities of the enterprise. Thus, pre-war history and late socialist reforms, as well as the policy choices at the outset of the transition process, may have constrained policy makers and legislators in designing a new legal system. And yet, the political and economic regime change they initiated could have given them the opportunity to design the law on the books in a way they deemed most appropriate for future development. Because of the relative ease with which laws can be enacted in comparison to the difficulties of restructuring the enterprise or financial sectors (prolonged political struggles in the parliament notwithstanding) this is the area where policy design should be most apparent. This scenario assumes that policy makers are fully aware of the possible implications of alternative institutional design, and are free to choose among them. The actual experience of transition shows that this is a rather bold assumption. Case study analyses of institutional reform in transition 5 Many of the countries in central and eastern Europe modelled their legal systems in the interwar period on the German system. In the countries of south-eastern Europe that used to be part of the Ottoman Empire, French law had stronger influence, mostly because of the reception of French law in the 19 th century when the Ottoman Empire reformed its legal system. Nevertheless, the borrowing does not suggest that the model was followed closely, or other legal systems were not consulted in the process. A brief summary of the history of the formal private law in different countries can be found in Knapp (1972) . For a summary of the socialist legal system see Zweigert and Kötz (1984) pp. 332-403. This legal family has now been dropped. See Zweigert and Kötz (1998) . 6 There is, of course, a lively debate about the relevance of legal families. The area of the law for which the legal families have been developed is the core of the civil law, i.e. contract law, property rights and torts. Constitutional and administrative law development usually does not follow the same pattern. Even for other areas of private law, including corporate law and capital market development, it is doubtful whether a consistent set of criteria exists that makes the distinction of different legal families meaningful. 7 See Feldbrugge (1993) pp. 236-239 for details. economies show that the selection and implementation of reform measures was more erratic, with frequently several reform avenues pursued simultaneously. 8 In order to analyse the determinants of legal change in transition economies, we have constructed a database that codes shareholder and creditor rights in 24 transition economies from 1990 through 1998. We capture annual change, with the year-end status being used for coding purposes. The coding includes but extends the indicators selected by La Porta et al. (1998) . We will discuss the additional variables as well as the cumulative indices we constructed using these variables in Sections 3 and 4 below. 9 The original indicators are, however, sufficient for a first test of the convergence or divergence hypotheses in legal development. They also enable us to compare emerging patterns in transition economies with those found in other countries.
We refer to the cumulative shareholder rights index (called antidirectors index by La Porta et al.) as LLSVsh, and to the cumulative creditors rights index as LLSVcr. LLSVsh is composed of six variables, which reflect the position of minority shareholders in firms and code provisions that protect them on the one hand, as well as the absence of provisions that weaken their position, on the other. The index includes: (1) proxy voting by mail; (2) shareholders are not required by law to deposit their shares prior to the general shareholders' meeting; (3) cumulative voting or proportional representation of minorities on the board of directors is ensured by other means; (4) an oppressed minorities mechanism, defined as the ability of shareholders to sue directors or to challenge the decisions of shareholder meetings in court, is in place; (5) the minimum percentage of share capital that entitles a shareholder to call an extraordinary shareholders' meeting is less than or equal to 10 per cent; and (6) shareholders have pre-emptive rights when new shares are issued that can be waived only by a shareholder vote.
LLSVcr includes four variables, all of which address the role of creditors, and in particular secured creditors, in bankruptcy procedure: (1) restrictions such as creditor consent exist for going into reorganisation as opposed to liquidation; (2) secured creditors are not stayed in bankruptcy; (3) secured assets are satisfied first when assets are distributed; and (4) management does not stay in bankruptcy, but is replaced with a court or creditor appointed receiver.
The convergence hypothesis as applied to legal change predicts that countries select the legal rules that have shown to be most effective in other countries, and regulatory competition leads to the harmonisation of legal rules. By contrast, the divergence hypothesis proposes that the choices of legislators are constrained by pre-existing institutions, political and social forces. Transition economies may have been caught in this pattern of path-dependent development, or they may have taken the opportunity of a regime change to fundamentally alter their inherited legal systems by choosing legal rules that have shown to be most effective in competitive institutional evolution. To test these two propositions, we determine the level of shareholder and creditor protection in transition economies at the outset of the transition period. Rather than 1990, we chose 1992, because of variations in the onset of the regime change and because we lack early data for some countries.
Using the pre-socialist legal heritage as a basis, we can distinguish three groups of countries moving from West to East. First, the countries with a German legal heritage. They received their formal legal systems either from Austria, because they belonged to the Austrian-Hungarian Empire prior to its dissolution, or copied the law from Germany in the inter-war period. The countries that belong to this family include most of the countries of central and eastern Europe and the Baltics, namely: Croatia, the Czech Republic, Estonia, Hungary, Latvia, Lithuania, Poland, the Slovak Republic and Slovenia (hereinafter CEE/Baltics). 10 The second group are countries that used to belong to the Ottoman Empire and received French law, when its legal system underwent modernisation in the midnineteenth century.
11 These countries include: Albania, Bosnia and Herzegovina, Bulgaria, FYR Macedonia and Romania, i.e. the countries of south-eastern Europe (hereinafter SEE). The final group comprises the former Soviet Union Republics with the exception of the Baltic states (CIS). Their legal history is quite diverse. Russia was influenced by Roman/Byzantine law and reforms in the late nineteenth and early twentieth centuries were modelled primarily on German law (Knapp, 1972 [Country Report Soviet Union]; Owen, 1991) . The Central Asian republics were governed by Islamic law and various customary rules. What they have in common is the absence of a firmly established modern formal legal order prior to the emergence of the socialist system. Table 1 below lists the level of shareholder and creditor rights in the three regions in 1992 and 1998 and compares it with the level of protection in the four major legal families reported by La Porta et al. (1998) . At the outset of legal reforms, the level of shareholder and creditor protection in all transition economies was well below world average. In the breakdown by legal families, the only exception is the level of creditor rights protection in transition economies of German legal origin. They are above world average, and even higher than the German family average. By 1998, legal changes had been introduced that raised the level of investor protection in most transition economies above the level of 10 Part of Poland, of course, received French law during the Napoleonic wars. However, subsequently German law has been stronger. 11 Note that periodically Bosnia and Herzegovina belonged to the Austro-Hungarian Empire, but this has not strongly affected its legal development during the 19 th century.
the civil law systems and brought them within close range of the average for common law countries, which offers the best protection for investors according to La Porta et al. (1998) .
The fact that transition economies of French origin continued to lack behind most other transition economies in 1998 can be attributed largely to the late onset of reforms in the countries that used to belong to Yugoslavia, where war and civil unrest delayed economic as well as legal reforms. 12 Still, changes in creditor rights have been remarkable in these countries. An interesting feature of the CIS countries is that their performance as of 1992 was less bad than one might have expected of countries that lacked a pre-socialist history of a developed civil and commercial law. This is primarily the result of the late perestroika reforms, which introduced some basic rules on the organisation of enterprises, including shareholder protection rules (Feldbrugge, 1993; Gray and Hendely, 1997; Pistor, 1997) . By 1998, the CIS countries had not only caught up with other transition economies, but their laws now offer better protection on average than the laws of other transition economies. In contrast, creditor rights were only very weakly protected in this region as of 1992 and in 1998 they continued to lag behind the CEE/Baltics. The latter group of countries displays the least dramatic change between 1992 and 1998. Yet legal change during the transition period has improved the level of investor protection above that of other German legal systems. The results suggest that overall the law on the books in transition economies is converging towards the highest level legal rules irrespective of the pre-socialist legal heritage.
Convergence of legal rules can have different causes. It may be the result of top-down harmonisation, which in turn may be induced by international standardisation of selected areas of the law, the influence of a common pool of advisors, or the conscious selection by domestic policy makers in the law-receiving country of the best quality laws based on comparative research. Alternatively, convergence of legal rules may be the result of a response to similar problems, which call for similar solutions. For example, widespread violation of minority shareholder rights may have triggered similar efforts to strengthen the protection of these rights across the region.
There is strong evidence that much of the legal change in shareholder and creditor rights we can observe in transition economies is the result of foreign technical assistance. Various countries have offered extensive aid to transition economies for reforming their legal systems. The American aid agency (USAID) has been particularly active in many countries of the former Soviet Union, including Armenia, Georgia, Kyrgyzstan, Kazakhstan, Moldova, Russia, Uzbekistan and Ukraine, but also in Bosnia and Herzegovina, FYR Macedonia and, with regard to creditor rights, in Poland.
13 Countries wishing to join the European Union (EU) are required to harmonise extensive parts of their laws with European standards. This includes key areas of the law that affect shareholder rights, as well as creditor rights. The recent corporate law amendments in the Czech Republic and Hungary, for example, can be attributed to an effort to comply with harmonisation requirements. To illustrate the supply-induced convergence, Table 2 reports the value for LLSVsh and LLSVcr in 1998 for 12 Compare also the EBRD's indicators for economic reforms in EBRD (1998) . 13 This information was given by Alexander Shapleigh and Niclas Ziglas of USAID. According to them, the results have not been equally strong in all countries. Good results were achieved in shareholder rights reforms in Armenia, Kazakhstan, Kyrgyzstan and Romania. For creditor rights, good results were reported for Kazakhstan, Kyrgyzstan, Latvia, Poland, Romania and Ukraine. Since this assessment by definition is rather subjective, in our analysis we include all countries that have received USAID for legal reforms of shareholder and creditor rights.
countries that received substantial aid by USAID for reforming their legal system on the one hand, and those that have completed accession arrangements with the EU on the other. We drop Bosnia and Herzegovina and FYR Macedonia for the comparison, as the late onset of reforms may be misleading. Sample mean all transition economies 3.13 3.23
Note: na = not applicable, meaning that for this area of the law, there was no substantial involvement of USAID.
Source: Author's compilation.
The most striking result is the high level of minority shareholder protection in the countries that received aid from the United States. The average for the countries listed in Table 2 is close to the average of the common law family (see Table 1 above). The countries that belong to the first tier of future EU accession offer lower levels of minority shareholder protection, but are still well above the average of German or French civil law systems. The reason could be that several EU guidelines that were used for reforming the corporate laws of prospective member states are influenced by UK law and thus are leading to an influx of common law principles into the core countries of the civil law systems. 14 Differences in creditor protection are more difficult to attribute to different donors than differences in shareholder rights, at least if we confine ourselves to the few indicators constructed by La Porta et al. (1998) .
The evidence of convergence of legal rules across the region notwithstanding, the basis for comparison when using only LLSVsh and LLSVcr is rather limited. For a more comprehensive assessment of the patterns of legal change in transition economies, we therefore develop a more extensive taxonomy of shareholder and creditor rights in the following two sections.
TAXONOMY OF SHAREHOLDER RIGHTS
The indicators we used for a first test of the convergence and divergence hypotheses focus only on particular aspects of the law. For shareholders (LLSVsh), minority shareholder rights are coded, and for creditor rights (LLSVcr), the rights of creditors, in particular of secured creditors, in bankruptcy. Neither corporate law statutes nor legal rules aimed at protecting creditors, however, are necessarily limited to these functions, nor is there necessarily only one set of rules to achieve a particular outcome. A broader analysis of the dynamics of legal change in transition economies therefore requires the inclusion of variables that capture other goals of the law, or offer functional substitutes.
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In this section we develop a taxonomy of shareholder rights, while the next section is devoted to creditor rights. Although the inclusion of some variables was motivated by legal developments in transition economies, in principle this taxonomy may also be used to analyse the patterns of legal change in other countries in more detail.
For shareholder rights we create five cumulative indices in addition to LLSVsh: VOICE, EXIT, ANTIMANAGE, ANTIBLOCK, and SMINTEGR. The corporate governance literature commonly distinguishes between "voice" and "exit" as the two alternative strategies shareholders may invoke to assert their control over company management (Coffee, 1991; Hirschman, 1970) . Voice refers to control through voting rights, including hiring and dismissing managers, shareholder suits and the like. Exit means that shareholders may liquidate their holdings by selling their shares in case they are not satisfied with the way a company is managed. Both mechanisms shall protect shareholders, but they provide different avenues for that purpose and are secured by different legal rules. Most of the LLSVsh indicators are legal rules that protect "voice". The fact that these variables appear to be important determinants for stock market development, may seem puzzling. A naive application of the voice versus exit concepts to the law would suggest that for equity market development, exit rules should be more important than voice rules. The strong correlation between minority voice rights and capital market development (La Porta et al., 1997) , however, suggests that even though minority shareholders may be passive and prefer exit, they are likely to acquire minority stakes only, if this position gives them the potential to exert control through voice, despite the fact that (due to cost considerations) voice may never be exercised. Yet, since LLSVsh does not include indicators for shareholder exit rights, we cannot test whether they indeed substitute for weak voice rights.
The VOICE index includes all of the LLSVsh variables, as well as other control variables, which may, but do not have to, be specifically targeted at minority shareholders. In particular, VOICE includes the right of minority shareholders to call an audit commission, a minimum quorum requirements for a shareholder meeting to take binding decisions, supermajority requirement for adopting decisions that affect the existence of the corporation in its current form (including amendments to the charter, the liquidation of the company, or mergers and reorganisations), the possibility to fire directors and managers at any time without cause, and the absence of provisions that mandate employee or state representation on the board. The last provision may strengthen the position of other stakeholders in the firm, but does this at the expense of shareholder control. Finally, we have included a provision which reflects a special feature of many corporate statutes in transition economies: the allocation of the right to hire and fire top management (chief executives) of the company. In most developed market economies today this right is vested with the board of directors (supervisory board), which in turn is elected by the shareholder meeting. This "representative democracy" model is widely believed to be more effective in controlling management than the "direct democracy" model (Black and Kraakman, 1996) , in which shareholders themselves hold this key control right. The reason is that shareholders may lack information to respond and, even if they have access to adequate information, will be slow to act. Yet, several transition economies still favour the "direct democracy" model, although different arrangements in the corporate charter are often optional.
The EXIT index includes legal rules that facilitate shareholders leaving the corporation. This includes a legal provision that protects the right to sell shares without prior approval by other shareholders or the company's directors (without exceptions to this rule, i.e. for bearer shares, which are quite common in civil law countries); and the absence of extensive formal requirements for selling one's shares. EXIT also includes rules that facilitate exit by shareholders in case of take-overs and other major transactions that may endanger their position in the company. In particular we include put options and mandatory takeover rules. While the latter may prevent takeovers (which in the context of transition economies may in fact be desirable), the protection of minority shareholders still is an important objective.
With ANTIMANAGE and ANTIBLOCK we try to assess the relative weight given by a legal system to the conflict between shareholders and management on the one hand, and minority shareholders and blockholders on the other. Comparative corporate governance analysis has shown that the conflict that is widely assumed to be at the heart of the governance problem, the principalagent conflict between shareholders and managers, is not the relevant conflict in many countries (Berglöf, 1995; Berglöf and von Thadden, 1999; La Porta, Lopez-de-Silanes and Shleifer, 1999) . Firms with highly concentrated ownership typically have a shareholder whose stake is large enough to effectively control management. The strong position of a blockholder may, however, endanger the position of minority shareholders. ANTIMANAGE includes legal rules aimed at protecting shareholders against management, and ANTIBLOCK rules designed to protect minority shareholders against blockholders. The relevance of either set of rules will be determined by the ownership structure of firms. In firms with high concentration of ownership, minority shareholders will require effective ANTIBLOCK provisions. By contrast, in firms with dispersed shareholdings, ANTIMANAGE provisions are warranted.
ANTIMANAGE is not identical with LLSVsh discussed above. In the oppressed minority variable, for example, LLSVsh lumps together the right of shareholders to sue directors with the right to challenge in court decisions that were taken at the general shareholder meeting. Management is the target of the former right, while other shareholders, in particular controlling ones, are the target of the latter. We therefore split this variable into two separate ones and use the right to sue management for ANTIMANAGE, and the right to challenge decisions of the shareholder meeting for ANTIBLOCK. ANTIMANAGE also includes self-dealing rules, which require management to abstain from or disclose transactions that compromise their loyalty to the firm, while ANTIBLOCK combines some of the voice and exit variables that protect minority shareholders especially against controlling shareholders, including quorum requirements, and put options.
Finally, we create a stock market integrity index (SMINTEGR), which codes rules the primary purpose of which is not the protection of individual shareholder rights but of the integrity of the capital market. This is a classic example of a functional substitute. The ultimate goal of individual shareholder rights is to effectively control the use of capital by the firm, which should influence the market value of shares and thus their liquidity on the market. However, market liquidity could be equally well protected, or in some circumstances even better protected, with rules that are designed to protect the functioning of the market and enforced by the state (Coffee, 1999a) . We use selfdealing, insider trading rules, provisions on the independence of a shareholder registry, and regulations on the supervision of the stock market by a state agency to capture this function.
16 Annex 1 of Pistor, Raiser and Gelfer (2000) includes the definitions of the variables used to construct the various indices and explains how they were coded. Annex 2 of the same paper reports the level of shareholder protection for these six indices for all 24 transition economies from 1992 through 1998. Table 3 below gives the mean score as well as the percentage of each index for all transition economies and for the three legal families. The data in Column 1 clearly demonstrate the extent of legal reforms since 1992. The average score increased substantially across all indices. Change was particularly great for SMINTEGR and ANTIMANAGE. Interestingly, the focus of corporate law reform as captured by our shareholder indices has not changed over time, at least not for transition economies taken as a group. Shareholder rights that are reflected in the VOICE index were and still are the most developed rights. As noted above, VOICE reflects internal control rights of shareholders, including, but not limited to, minority shareholders. Second in importance is ANTIMANAGE, i.e. those legal provisions that are specifically targeted at management. This reflects the classic corporate governance paradigm with its focus on the conflict between shareholders as principals and management as their agent. Third in order is LLSVsh, i.e. the protection of minority shareholder rights. EXIT, that is legal rules that protect the right to sell shares and give shareholders in exceptional situations the right to redeem their investments, is fourth and thus ranks before ANTIBLOCK. The latter index, which captures legal rules that protect minority shareholders against blockholders rather than management are only relatively weakly developed. Finally, last in order are legal rules that ensure the integrity of the capital market, as captured by SMINTEGR.
For 1992 the weakness of SMINTEGR is not surprising. After all, only few stock exchanges had been established already (Warsaw and Budapest) and many transition economies lacked pre-war experiences with stock exchanges. More interesting is that SMINTEGR still ranks lowest on average in 1998. Whether or not state regulations of securities markets are desirable is highly disputed in developed market economies (Coffee, 1984; Hopt and Baum, 1997; Jarrell, 1981; Seligman, 1983; Stigler, 1964) . 17 In transition economies and emerging markets, the situation may, however, be quite different. Many of the assumptions on which the quest for deregulation rests in developed market economies -such as transparent information, market intermediaries with superior knowledge of the market that may signal investors' choice, etc. -do not hold in these environments. Case studies of the experience of different transition economies suggest that more stringent regulation of these markets positively correlates with better market development (Coffee, 1999b; Pistor, 1999) . 18 Moreover, given that courts in the region lack expertise in dealing with shareholder rights, reliance on internal control mechanisms alone may not be sufficient.
The breakdown of transition economies into those with different legal histories does not fundamentally alter the picture presented above. For the CIS group, the order is virtually the same with the exception that in 1998 ANTIMANAGE ranks before LLSVsh. A closer look at the transition economies with German and French legacies gives a more nuanced picture. In the countries with German legal influence, ANTIMANAGE takes the lead in 1998 and pushes VOICE to the second place and LLSVsh to the third. This suggests that legal reforms have been primarily aimed at strengthening shareholder rights vis-à-vis management. More importantly, SMINTEGR takes the fourth place in this group, and thus ranks higher than in the other two legal families. To be sure, the reform of securities legislation has been quite uneven in these countries. While Poland and Hungary, for example, established an independent securities and exchange commission (SEC) at the outset of reforms, the Czech Republic followed suit only in 1998 (Pistor, 1999 ). Yet, by 1998, most of these countries had established an SEC, although insider trading and self-dealing rules are still uneven.
Finally, ANTIBLOCK in these countries is more important than are EXIT rules. The weak performance of EXIT can in part be attributed to the fact that many countries with German legal heritage include rules that allow the issuance of bearer as well as registered shares and permit corporate statutes to restrict the right to sell bearer shares. Our definition of free exit, which does not permit such exemptions, lowers the EXIT score for these countries.
For the countries with French legal heritage, the strong emphasis on ANTIMANAGE is visible already in 1992 and is retained through 1998. But ANTIBLOCK also received more attention than in other transition economies. By contrast, EXIT is only weakly developed (for similar reasons as the German transition economies). Finally, SMINTEGR has been improved substantially by 1998, but still lacks behind the German family scores.
Comparing the level of protection for each index across the three families, the most surprising result is the strong performance of the CIS countries, not only in 1998, but also in 1992. In 1992 they rank first on three indices (LLSVsh, VOICE and EXIT), in 1998 on five of six, excluding only SMINTEGR. The countries of French origin take the lead in two indices in 1992 (ANTIMANAGE and ANTIBLOCK), but perform worse than the German-family transition economies on VOICE and EXIT, and on SMINTEGR also worse than the CIS-family transition economies. The fact that these countries do not have any top ranking in 1998 is most likely the result of the slower pace of reforms in south-eastern Europe for the reasons noted above. The strong performance of the CIS countries in 1998 appears to be primarily the result of the strong US influence in reforming the corporate laws in these countries. This is apparent especially in the elaborate provisions on judicial recourse for shareholders (included in LSLVsh, VOICE, ANTIMANAGE, and ANTIBLOCK). However, some provisions go beyond legal protections that are common in the United States. An example is the (mandatory) requirement to transfer the administration of the shareholder register to an independent agency (an indicator included in EXIT). 19 This provision was included in several CIS countries in response to the misuse of control over shareholder registers by company insiders (Pistor, 1997) . Similar provisions do not exist in other transition economies, where this was less of a problem. Thus, more stringent regulation does not necessarily imply a generally superior law, but may simply reflect a response to problems not known elsewhere. This also suggests that existing problems are not simply a response to weak regulation, or could be easily solved through regulatory intervention. The said provision, for example, has remained rather ineffective. Although rules with identical contents were introduced in Russian privatisation regulations, only a fraction of Russian companies implemented them. Moreover, the independence of the depositaries was often doubtful, and control over the depositary by company management has proved to be an easy vehicle for circumventing those rules (Pistor, 1997) .
With respect to other provisions, it may be said the countries with a German legal tradition in fact have inferior rules. Most of these countries, for example, include provisions that allow company statutes to restrict the sale of bearer shares. Similarly, quorum requirements and supermajority requirements for major transactions, which are captured by VOICE and ANTIBLOCK, are also weakly developed in several of these countries. Note, for example, that in the Czech Republic, the presence of 30 per cent of shares suffices for a shareholder meeting to take binding decisions, while in most other countries the quorum requirement is 50 per cent. 20 The analysis of patterns of legal change, using six shareholder indices that capture different functions and mechanisms to improve the governance of firms, refines rather than refutes our earlier finding that formal legal change in transition economies is converging irrespective of presocialist legal heritage. As Table 3 shows, all three legal families have implemented comprehensive legal reforms across the board. The refined analysis has, however, shown that different legal families display similar priorities in the focus of legal change. Still, the improvement of the internal control structure, including minority and antimanagement rights, has been foremost on the agenda in all countries. By contrast, antiblockholder and exit rights, as well as rules aimed at ensuring the integrity of the securities market were also improved, but in 1998 still rank behind our indices which capture primarily internal control rights. Several reasons may account for this. First, the classic conflict between shareholders and management rather than between minority shareholders and blockholders was used as the paradigm for reforming corporate law in transition economies. Second, outside advice came primarily from two sources, the United States and Europe, i.e. legal systems which recently are displaying increasing signs of convergence (Berglöf, 1997) or at least functional substitution (Coffee, 1999a) . Third, the lack of attention that was paid to securities market regulation can be attributed to a combination of ideological bias against regulation -as it clearly has been the case in the Czech Republic (Coffee, 1999b ) -and domestic political obstacles. An example for the latter is Russia, where conflicts between the new securities and exchange commission and the central bank, as well as the ministry of finance, prevented the strengthening of the SEC and the regulatory framework for its operation.
TAXONOMY OF CREDITOR RIGHTS
For creditor rights, we construct three cumulative indices in addition to LLSVcr, which we call CREDCON, REMEDY and COLLAT. CREDCON captures the extent to which creditors can control the bankruptcy process. It modifies LLSVcr to account for the difficulties in adapting the first variable to local circumstances, and also includes additional control variables. Recall that LLSVcr includes a variable called restriction on reorganisation. This variable reflects concerns about the US bankruptcy code. Under this law, a debtor who files for bankruptcy has the option to file under Chapter 11 (reorganisation) or Chapter 7 (liquidation). No creditor consent or court review is required for either decision. This implies that even though the winding up of the company may be the economically most efficient outcome, a protracted reorganisation procedure can first be initiated, and only after that fails may a firm be forced into liquidation procedures.
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The problem with this variable is that in many countries outside the US the law does not know a clear separation between reorganisation and liquidation procedures. Instead it may offer only a liquidation procedure, or establish a unified bankruptcy procedure during the course of which liquidation as well as reorganisation are options that might be considered. In these countries, the problem La Porta et al. (1998) want to address does not exist, or is less severe. CREDCON therefore excludes this variable, but employs the other three variables of LLSVcr and adds two more variables: automatic trigger to go into bankruptcy, and creditor consent for adopting a liquidation or reorganisation plan. An automatic trigger is a provision that mandates a debtor to file for bankruptcy, in case legally specified conditions have occurred. Several transition economies have experimented with automatic triggers. Hungary came to fame when it introduced a provision in 1992 mandating companies to file for bankruptcy, in case they were unable to meet their payment obligations for more than three months. This resulted in a flood of bankruptcy cases (Gray and Hendely, 1997) . Since courts were unable do deal with these numbers, the legislature was forced to backtrack and relaxed the provision in 1997.
Coding an automatic trigger is somewhat tricky. Most countries use rather forceful language (shalt, must) indicating that a debtor who is insolvent is obligated to file for bankruptcy. However, the conditions that trigger bankruptcy, in particular the definition of insolvency, often remain ambiguous. Our coding requires that the law specifies a time period of illiquidity along the lines of the Hungarian example. The last variable captures whether creditor consent is required for adopting a reorganisation or liquidation plan. Since most countries in our sample have unified bankruptcy, or include only liquidation procedures, creditor consent at this later stage appears to be more relevant than when bankruptcy is initiated.
The relevance of LLSVcr as well as CREDCON depends on the existence and scope of collateral rules in a legal system. The two indices assume that creditors can secure their claims and that information about security interests is readily available. This is not necessarily the case. To capture the existence of legal provisions on security interests, we included the index COLLAT. It does not capture the entire range of possible security interests (Wood, 1995) , but focuses on securing tangible assets, including moveable assets (personal property) and immovable assets (real estate). First, we code whether or not land can be used as a collateral. The privatisation of land is still a contentious issue in many transition economies (Oda, 1999; World Bank, 1996) . Where land cannot be freely transferred, its economic value as a collateral is also in question. The appropriate coding of land as a collateral has proved to be difficult, because many countries have enacted legal provisions for mortgaging land, but restrict the enforcement of these rights directly or indirectly. It was not possible to include appropriate variables capturing legal restrictions on the use of land as a collateral, wherefore our index may overstate the extent to which land is actually available and used to secure credits. Second, we code the legal framework for security interests in movable assets. As is well known, civil law jurisdictions for the most part require that a movable asset must be transferred to the creditor in order to establish a legally valid security interest. This is not only cumbersome, but deprives the debtor of the possibility to use the asset for productive use and to enable her to repay the credit. Legal practice in many civil law countries has found ways to circumvent these rigid rules. An example is Germany, where the transfer of full ownership with the contractual obligation to retransfer ownership after the credit has been repaid has become a substitute for collateral. Obviously, this practice lacks precisely the publicity and transparency which gave rise to the legal rule in the first place that secured assets should be transferred to the creditor. Most of the former socialist countries followed the civil law model and required transfer of the asset for establishing a legally valid security interest (Pistor, 1995a; Summers, 1997) . Some countries relaxed this provision early on in the reform process, without, however, creating an alternative for publicity and transparency. The 1992 Russian law on pledge, for example, requires that the debtor keeps a book of the secured interests in his assets.
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The EBRD developed a model law for secured transactions with the purpose of improving the legal framework for security interests in transition economies, in particular the possibility to use movable assets as a security.
23 Numerous transition economies have used this law to reform their civil codes or related statutes, even though they may not have copied all of the provisions of the model law. 24 Others, Poland in particular, used US law (Section 11 of the Uniform Commercial Code) rather than the EBRD model law (Summers, 1997) . The key element of this reform effort was to establish a registry for security interests in movable assets. Our index COLLAT captures whether security interests can be created without transferring assets to the creditor, and whether a law that regulates the establishment and functioning of a register has been enacted.
Finally, we include an index called REMEDY. The position of creditors can be strengthened by creating a legal framework that allows them to secure their loans and to enforce their rights in an insolvency procedure. These rules, which are captured in the CREDCON and COLLAT indices, give creditor ex ante control rights, which they can enforce in a bankruptcy procedure. Alternatively, or as a supplement to these rules, the law may allow creditors to impose sanctions on management ex post, which go beyond their original contractual rights or claims based on security interests. For 22 For a detailed analysis of Russian law on security interests see Oda (1999) . 23 EBRD, Model Law on Secured Transactions, London (1994) . 24 According to information obtained from the EBRD, the following countries have established registers for security interests which used the EBRD model law or US law: Azerbaijan (1998); Belarus (1999); Bulgaria (1996); Estonia (1996); FYR Macedonia (1998); Georgia (1997); Hungary (1997) ; Kazakhstan (1998); Kyrgyzstan (1997); Latvia (1999) ; Lithuania (1998); Moldova (1996 -simplified version now under revision); Poland (1998); Romania (1999); Ukraine (1997/99); Uzbekistan (1998) . The enactment of these laws, however, is only the first step. Functioning registries for security interests in movables apparently exist as of now only in Bulgaria, Hungary, Latvia, Lithuania, with some reservations in Poland, and apparently since March 1999 in Ukraine.
instance, creditors may hold management liable for violating bankruptcy rules, or they may challenge the validity of transactions between the debtor and other parties that were carried out in the time immediately preceding bankruptcy. REMEDY addresses these ex post sanctions. For liability we require that creditors can invoke civil liability. Criminal sanctions in extreme cases only are not sufficient. As far as invalidating transactions that precede bankruptcy is concerned, legal systems differ in the type of transactions that may be invalidated and the time period prior to bankruptcy that is defined as sufficiently sensitive to permit an invalidation claim. To keep matters simple, we only code for the time period and ignore the type of transaction. In particular, we note whether transactions that were carried out three months, six months, one year, or more than one year before bankruptcy was filed, can be invalidated.
Managers may not be the only targets of ex post creditor sanctions. REMEDY therefore also includes a variable that asks whether creditors have recourse also against shareholders of the corporation. In principle, shareholders of a company with limited liability are not liable for the debt the company occurred. Yet several countries have developed doctrines that allow creditors in exceptional cases to "pierce the corporate veil". In most countries, this right is limited to extreme cases where shareholders purposely misuse creditor rights. However, some countries have codified piercing the corporate veil provisions in parent-subsidiary relations. 25 Including this variable in our REMEDY index was motivated by a provision in the Russian civil code, which stipulates that a parent company that controls the actions of its subsidiary may be held liable for the obligations of that subsidiary. The drafters of the 1996 joint-stock company law sought to limit the extent to which this provision extends the liability of the parent company by including a provision which requires an explicit contract or a stipulation in the statutes of the subsidiary regarding the parent company's control rights. 26 It is still an open question how Russian courts will interpret the two rules.
Annex 3 of Pistor, Raiser and Gelfer (2000) gives the scores for each country from 1992 through 1998 on the four creditor rights indices. Table 4 below reports the mean and percentage changes in 1992 and 1998 for all countries included in the sample, as well as for the breakdown by legal family. LLSVcr ( According to these data, creditor rights were improved substantially in transition economies since the inception of economic reforms. As with shareholder rights, the ranking of the four indices does not change over time for the entire sample. LLSVcr comes first, followed by CREDCON, then COLLAT, and finally REMEDY. However, there are a number of regional variations. In the transition economies of German legal heritage, REMEDY is better developed in 1992 than COLLAT. In these countries, bankruptcy codes with some ex post creditor controls were in place at that time already, however, the law on secured transactions, in particular for securing movable assets, was only weakly developed. Obviously, the lack of a well-developed collateral regime renders ineffective provisions in bankruptcy codes that deal with the rights of secured creditors. This demonstrates that for an adequate assessment of the quality of the law, limiting creditor rights, for example, only to rights of creditors in bankruptcy without analysing the conditions for establishing these rights, gives a distorted picture. In comparison to the CEE, the SEE took longer to put bankruptcy codes in place. 27 For the CIS countries, the most dramatic change has been the development of a collateral law. In 1998 it ranks first of the four indices. REMEDY also changed substantially, but still ranks behind LLSVcr and CREDCON.
Looking at the level of creditor rights across regions, the most notable fact is that countries with German legal heritage offered substantially better creditor protection as of 1992 than all other transition economies on the four creditor rights indices. By 1998, the CIS countries have taken the lead in COLLAT and REMEDY. Indeed, for the latter, the CEEs rank only third in 1998 despite the fact that they also show improvements in this index since 1992. A possible explanation is that the CIS and SEE countries compensated the initially weak protection of ex ante creditor rights with very strong ex post rights in response to the problems creditors experienced when trying to enforce their claims.
As far as COLLAT is concerned, the CIS countries have not only caught up with but have superseded the CEEs in reforming the legal framework for security interests in movables. However, many of the registers that have been established recently are not yet in operation. 28 The high ranking of the CIS countries also disguises the fact that land is often not usable for securing loans, because of continuing legal uncertainties about the eviction of present users of the land and subsequent sales (Oda, 1999) . As noted above, legal provisions that in principle permit using land for mortgages (hypothek) therefore overstate the relevance of these laws for commercial practice.
The analysis of changes in different types of creditor rights does not fundamentally challenge our earlier convergence proposition, but sheds light on the dynamics of change. Most importantly, the patterns that are emerging suggest that legal change happened not at the outset of reforms, but that the law was amended in response to apparent problems. In other words, it was primarily reactive rather than proactive. In fact, there is evidence that countries shopped around for finding solutions for particular problems, even though they may be inconsistent with the initial choice of a particular legal system as their model. An example is the rather broad piercing the corporate veil provision found in Russia today. It was copied from continental European civil law systems, 29 whereas the 1996 Russian corporate statute was largely modelled after US law. Interestingly, most of the CEE and SEE countries have not included similar provisions in their corporate statutes. An explanation, which would be consistent with the retroactive story, is that they have not (yet) encountered similar problems of parent-subsidiary relations.
A second pattern we find is compensatory (or over-) protection in countries with initially weak laws. The strong emphasis on ex post creditor protection in the CIS and SEE transition economies, in particular, shows that weak initial protection has led not only to a strengthening of overall creditor rights, but also in particular of ex post control rights (REMEDY). These rights, which allow creditors to invalidate transactions that were carried out in the period preceding the opening of bankruptcy procedure, and to increase the pool of debtors by holding shareholders (in particular parent companies) liable for debt incurred by the company, may indeed increase the pool of assets available for distribution. However, the extended liability of shareholders changes the relative rights and obligations of shareholders versus creditors in the corporation in favour of creditors. Unless the enforcement of such provisions is limited to extreme cases that are typically captured by piercing the corporate veil provisions, 30 they may cause concern among equity investors about the reliability of the limited liability provisions that are an essential part of corporate statutes. Thus, differences in initial legal conditions may shape the path of subsequent law reforms. They will take into account not only the initial weaknesses, but also respond to the problems that have occurred in the meantime an which at least in part may be attributed to these weaknesses. This may result in over-reactions, which are understandable, but may have longer-term implications for the balance of rights of different stakeholders in the firm.
CORPORATE GOVERNANCE BY DESIGN?
The above analysis of the development of shareholder and creditor rights in transition economies shows that law makers have not been seriously constrained by the historical ties of their country to a particular legal family. If history was not a major determinant of legal change, other factors may be more relevant. In particular, legal change may have been influenced by the choice between alternative corporate governance models. The corporate governance literature typically distinguishes two major corporate governance models, one based on equity finance and control primarily by capital markets, the other on debt finance and control by banks in the dual role of shareholders and major creditors (Roe, 1993; Berglöf, 1995; Aoki 1995) . The former is typically associated with the United States and the United Kingdom, the latter with Germany and Japan.
At the beginning of the transition process there was a lively debate on which of these two models would be most appropriate for transition economies. Given the state of the banking sector, many cautioned against giving banks control rights over enterprises (Rostowski, 1995; Dittus and Prowse, 1996) . Others warned against relying on equity market control, in light of the underdeveloped state of stock markets in the region (Corbett and Mayer, 1992) .
The actual development of financial markets in transition economies diverges from both models. The overall trend seems to be towards a control model, i.e. relatively concentrated ownership (Berglöf, 1995) . However, control does not necessarily imply debt financing or control by creditors rather than equity holders, as both equity and debt financing remains highly underdeveloped, and many companies rely on retained earnings or capital investments by strategic owners. Regarding banks as potential agents of corporate governance, short-term rather than long-term lending is still the norm (Buch, 1996; Baer and Gray, 1996; EBRD, 1998) , with only modest progress in expanding the maturity of lending activities over time. With respect to the Czech Republic, some authors had earlier asserted that firms controlled by voucher funds which in turn are controlled by banks outperform other firms (Claessens, Djankov and Pohl, 1996) , suggesting that a bank-based corporate governance model similar to the German one may be emerging in this country. Meanwhile this has given way to a more sober assessment, namely that the better performance of these companies' shares reflects the fact that investment funds controlled by major banks tend to loot less than funds not controlled by major banks (Coffee, 1998) . However, this does not imply that the banks or their funds finance or control these firms effectively.
It may still be too early to expect the emergence of clearly distinguishable governance models in the region. Still, our data on the patterns of change in shareholder and creditor rights may offer some insight into the preferences of policy makers in different countries for either model. We therefore compare the level of shareholder versus creditor rights protection at the beginning of the transition process and as of today, and analyse the scope of change in different regions. For this analysis, we use the sum of all shareholder rights (SUMsh) and creditor rights (SUMcr) indicators rather than the various indices we have constructed.
31 As before, we use the percentage of the total indices for comparison. Table 5 below reports the results. The data show that at the outset of reforms shareholder rights on average were better protected than creditor rights. Legal reforms introduced since have not changed this ranking, although the difference has declined from 14.42 to only 5.48 percentage points (Column 1). In the CEEs, creditor rights are better protected in both time periods. In SEE, creditor rights were only weakly protected at the outset of reforms, but in 1998 were better protected than were shareholder rights. Finally, in the CIS countries shareholder rights are better protected in both periods, although the gap between shareholder and creditor rights protection has decreased substantially between 1992 and 1998 from 27.4 to only 3.85 percentage points.
The clearest indication of a preference for one group of stakeholders over the other can be found in transition economies of German origin. Given the relatively high level of creditor protection at the outset of reform, this may be the result of path-dependent legal development rather than an independent policy choice at the time economic reforms were introduced. It is interesting to note that the only countries that according to the EBRD have "experienced growth in both deposit taking and lending to the private sector beyond that of nominal GDP" since 1993 (EBRD, 1998, p.118) , namely Croatia, the Czech Republic, Estonia, Poland, the Slovak Republic and Slovenia, can all trace their legal origin back to the German civil law family. This certainly requires further research.
Another indication for policy choices that may have determined a particular governance model is the privatisation strategy pursued in different countries. Mass privatisation programmes were expected to lead to relatively dispersed shareholder ownership, i.e. to a governance model that would rely heavily on market control rather than on control by blockholders (Boycko, Shleifer and Vishny, 1993b; Frydman and Rapaczynski, 1992; World Bank, 1996) . Following the logic of La Porta et al. (1998 Porta et al. ( , 1997 , the success of this strategy was highly dependent on the existence of well-defined minority shareholder rights. In the absence of effective legal protection of minority stakes, investors holding small stakes were unlikely to hold on to their shares for long. The predictable result was the concentration of ownership in privatised firms. This suggests that only a combination of privatisation strategy and a compatible legal framework could have resulted in a more dispersed ownership structure.
In order to analyse whether those countries that chose mass privatisation programmes made reasonable efforts to develop complementary protection for minority shareholders, Table 6 reports the scores of LLSVsh from 1992 through 1998 for all countries that used voucher privatisation as the primary privatisation method according to the EBRD Transition Report (1998) . We also indicate the beginning of privatisation to see whether improvements in minority shareholder rights preceded or followed privatisation. Source: (EBRD 1998) and compilation by author from shareholder and creditor rights database.
For the 11 countries that used vouchers as the primary privatisation method, the mean of LLSVsh is somewhat above the mean for the entire sample in all years since 1992, and substantially higher than in countries that did not pursue mass privatisation strategies. In fact, the difference between the sample means has increased over time from .7 (1992) to .9 (1998). Yet, even in countries that pursued mass privatisation strategies, the level of minority shareholder protection was quite low in 1992 when compared to the average of the common law family, which is associated with relatively dispersed share ownership and liquid capital markets (La Porta et al., 1997) (see Table 1 above). Moreover, with respect to this index, improvements were made in most countries only after mass privatisation began, in several even only after it ended. In the Czech Republic, for example, mass privatisation ended in 1995, but the revision of the commercial code, which improved the position of minority shareholders, waited until 1996. Similarly, in Russia, mass privatisation ended in July 1994, but it took until 1996 for the new law on joint-stock companies to enter into force. This suggests that legal reform was to a significant degree response driven. The fact that improvements in the level LLSVsh were less pronounced in countries that did not follow mass privatisation strategies lends further support to this proposition. Note that in those countries that did not implement mass privatisation programmes the mean of LLSVsh in 1998 was only slightly higher than in 1992. In other words, importance of effective minority shareholder protection was realised to a much greater extent in countries that had pursued mass privatisation strategies than in countries that used either management-employee buy-outs (MEBs) or direct sales as the primary privatisation method.
This response pattern of law making is not uncommon. Much of the historic development of the corporate law in Europe and the United States seems to follow this pattern (Blumberg, 1993; Dunlavy, 1998) . 32 The differences between these countries and transition economies that experimented with mass privatisation, however, is that the latter attempted to implement a fundamental change in the ownership structure and governance of firms. The failure to provide effective minority shareholder protection ex ante has seriously limited, if not undermined, this attempt (Black, Kraakman and Tarassova, 1999; Coffee, 1996; Pistor, 1995b; Pistor, 1997) . 33 Perhaps the response pattern of legal change suggests that a regime change of the scale attempted by some transition economies is simply not feasible, precisely because policy and law makers tend to react to rather than instigate economic change. This would call for a more gradual policy approach which takes into account the lag-effect of legal and institutional response.
It remains an open question whether the strengthening of minority shareholder rights ex post will substantially alter the trend towards concentrated ownership which is prevalent in the region, including in countries that used mass privatisation programmes. There are several reasons to be cautious about this. First, the lack of effective minority shareholder protection has caused a loss of confidence by many small investors, which will take time to recover. Second, securities market protection remains weak in most transition economies. To the extent that the emergence of viable securities markets in the region is dependent on effective market oversight (Pistor, 1999) , improvements in the level of minority shareholder protection alone will not be sufficient. As the data in Table 7 below reveal, improvements in the level of SMINTEGR also tended to respond to rather than precede mass privatisation. More importantly, the mean of the subsample of countries that implemented mass privatisation programmes in 1992 was only marginally higher than of the countries that pursued other privatisation strategies, and was equal to or even lower than the control group in the subsequent years. 32 Accounts of the development of corporate law in the US and Germany since the 19 th century show a close interaction between legal and economic development. See Assmann in Hopt and Wiedemann (1992) Vol. I for Germany. For a summary of the development in the US, compare Coffee (1989) and Black and Kraakman (1996) . Note also that the enactment of extensive minority shareholder protection in the US in 1933/4 follows on the heels of the publication of the famous book by Berle and Means (1932) , in which they point out the weakness of dispersed small shareholders vis-à-vis company management. Response-driven legal evolution has also been observed for the development of corporate law and securities regulations in emerging markets in Asia. See Pistor and Wellons (1999) , Chapter 6. 33 Among economists, there was little interest in the extent and effectiveness of the law at the outset of reform. In their attempt to explain the extremely low valuation of Russian companies in privatisation, Boycko, Shleifer and Vishny do not even discuss the possible role of the weak legal environment (Boycko, Shleifer and Vishny, 1993a) . See, however, Jeff Sachs in his comments to that paper, ibid at pp.181 with reference to Pistor (1995b) . Third, the environment in which companies operate may make dispersed or non-control ownership structures (NCS) unsustainable (Bebchuk, 1999) . Explaining the prevalence of concentrated ownership structures around the world, which is documented in La Porta, et al. (1999) , Bebchuk argues that in the presence of private benefits of control those holding control rights are unlikely to relinquish them. Should NCS be established in such an environment, they are unlikely to be sustained. Bebchuk suggests that the law may increase the level of private benefits by not preventing self-dealing transactions or insider trading. The weakness of legal rules precisely in this area of the law displayed by transition economies that pursued mass privatisation strategies (see Table 6 above), can therefore help explain why control structures (CS) have come to dominate in these countries despite the theoretical bias of mass privatisation strategies for NCS. This may have compounded other private benefits, including the desire by incumbent management and employees to ensure the survival of and to retain their position in the firm (Frydman, Pistor and Rapaczynski, 1996; Filatov, Wright and Bleaney, 1999) .
To conclude, there is little evidence in our data that countries chose particular legal rules with a certain governance structure in mind. The initial level of shareholder and creditor rights protection was the result of historical accident rather than clear policy choice. Subsequent change was made primarily in response to emerging problems, the scope of which were determined by the choice of economic reform strategies. Countries that experimented with radical economic reform without having adequate legal protection in place (in particular SMINTEGR), were at greater risk to experience strong negative reactions in the development of financial markets. This has given way to legal reforms aimed at remedying the shortcomings. The new laws, however, typically came too late to prevent certain market developments in response to the earlier weaknesses, including a development towards concentrated ownership of firms and the formation of company groups, and the loss of confidence by small investors in the market. The pattern of reform, where economic reforms (privatisation, price liberalisation, etc.) typically preceded legal reforms, has meant that incumbents who held de facto control rights had an advantage over new title holders with weak rights to protect them. This has increased the private benefits of control for incumbents and decreased the likelihood that they would voluntarily relinquish their control rights. Improvements of the law typically came too late to further the intended reallocation of rights. Rather it secured control rights gained by whatever methods and thus has undermined, rather than built, a broader constituency for legal reform. The new laws are therefore likely to be less effective now than if they had been enacted at the outset of reforms.
Countries that pursued less radical economic reforms were often not slower in reforming their legal systems. While they may have foregone the opportunity to radically alter the structure of their economies, they also did not confront the negative externalities the more radical reformers had to face in light of the weak institutional infrastructure. A testable proposition that follows from this analysis is that countries that implemented economic reforms more gradually and tied them in with legal and other institutional reforms have developed more effective institutions that those that pursued a radical reform agenda.
CONCLUSION
Transition economies have introduced remarkable changes in the laws that govern shareholder and creditor rights over the past years. Change has been more extensive in countries that exhibited lower levels of protection at the outset of reforms. Pre-socialist legacies have not impeded or shaped the scope of reforms to a significant degree. Most countries went beyond the average level of legal protection found in legal families to which they once belonged. This suggests a strong trend towards convergence of statutory law across transition economies.
Yet, there are notable differences in the pattern of legal change in different countries, suggesting that a simple convergence story does not do justice to the complexity of legal change. In particular, initial preferences for shareholder versus creditor rights have not been levelled out, as the strong level of creditor protection in countries of German legal heritage suggests. Policy choices mattered for the scope of legal reform in particular areas of the law, such as minority shareholder protection.
Countries that pursued mass privatisation strategies improved this set of rules considerably more than did others. Curiously, however, they neglected the related area of securities market regulation, where improvements lacked behind in comparison with countries that relied on more conventional methods of privatisation. Weaknesses in this area of the law can explain why the potential for a more dispersed ownership structure and relatively liquid stock markets created by mass privatisation programmes was not sustained post-privatisation.
The high level of statutory legal convergence is largely the result of an external supply of legal solutions. We cannot quantify the influence of domestic versus external forces in shaping legal reform, but the strong similarities of laws that were influenced by identifiable groups of foreign advisers (US versus EU) suggests that the contents of legal rules that were enacted in response to certain problems were strongly influenced by the group of advisers that dominated in a given country. How these externally supplied rules are received in the different countries, whether they are followed and enforced by domestic legal institutions, are questions that cannot be captured by a simple analysis of changes in the law on the books and require further analysis.
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These features of the past reform process influence not only the evolving legal system but also the emerging governance structure of firms. Weaknesses in the governance structure that are noted today are often attributed to weaknesses in the law, which in turn leads to new proposals for improving statutory law. The evidence of the quality of the law on the books, however, suggests that this is at best a partial story. The level of shareholder and creditor rights protection in transition economies today is higher than in many other countries. Other factors, including the dynamic of the reform process and its impact on the development of effective institutions to enforce the new law, need to be analysed more closely in order to understand the remarkable difference in the governance of firms despite the trend towards convergence of the law on the books.
